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EDITORIAL DEPARTMENT NOTE 


This publication is based upon a paper which Eric A. 
Camman delivered before the New York Chapter on De- 
cember 19. The paper undertook to present an analysis 
of most of the codes which had been approved up to that 
time. On the basis of this analysis, Mr. Camman indi- 
cated certain trends which, in his opinion, had developed 
in these codes. 

Like all material dealing with the N.R.A. and other 
recovery activities, this paper brings out controversial 
features. It should be borne in mind that this is not an 
official statement of the Association. We do not assume 
that all of our members will concur with the deductions 
which have been made. We publish it because we believe 
it presents an interesting angle on the sections of the 
codes designed to eliminate the disturbing effects of non- 
profit-making business, and in the hope that it may stim- 
ulate discussion from our members. We should like to 
have for Our Open Forum section comments upon this 
article and upon conclusions which are developed. 

The author, Mr. Camman, needs no introduction. He 
is a Partner of Peat, Marwick, Mitchell and Company, 
a former President of our New York Chapter and at 
present Vice President and Director in charge of Chap- 
ters for the National organization. He has talked before 
most of our chapters and has contributed the material 
for a number of our publications. He is also the author 
of the textbook “Basic Standard Costs.” Mr. Camman 
is always interesting and stimulating, even if we do not 
always agree with him. 
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SELLING-BELOW-COST PROVISIONS IN 
INDUSTRIAL CODES 


An Analysis of 152 Codes 


By Eric A. Camman, C.P.A., Partner, 
Peat, Marwick, Mitchell & Co., New York, N. Y. 


a= the 25 or more recovery agencies which have 

been set up in the extensive and varied recovery program, cen- 
tering in Washington but affecting every section of the country and 
all parts of our economic and social system, the measures which 
immediately concern business practices are the Agricultural Ad- 
justment Act and the National Industrial Recovery Act. The 
former measure is designed to bring about better planning and co- 
ordination in the production and use of materials at their sources, 
especially agricultural sources. The latter measure is designed to 
set up the process of continuing such planning and coordination 
through the channels of industry and distribution, to the ultimate 
destination of products into the hands of consumers. 

It is inevitable in the nature of the undertaking that there should 
be a mixture of the elements of reform and recovery. We have 
been suffering from a huge disproportion, a sad lack of balance 
between production and consumption and—be it cause or effect— 
between the creation and the distribution of wealth. The various 
recovery measures are an attempt to find the means, first of re- 
storing and then of maintaining, better balance. These measures 
may be imperfect. Their interpretation and administration are 
subject to trial and error. But the Agricultural Adjustment Act 
and the National Industrial Recovery Act represent at least a de- 
termined undertaking of constructive steps to regulate for our- 
selves, so far as we may learn to do, the state of our agricultural, 
industrial and social affairs, instead of merely continuing to 
struggle to adjust ourselves to the state of affairs that results from 
the operation of forces hitherto regarded as uncontrollable. 

Division Administrator Whiteside has used the analogy that in- 
dustrial codes are intended to act as a series of locks by means of 
which to regulate the levels in the flow of commerce, thus to main- 
tain a reasonable balance between production and consumption, and 
a rational distribution of the wealth we create, as a basin of pur- 
chasing power and free credit. 

To accomplish these objects, industrial codes being formulated 
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under the National Industrial Recovery Act contain three essential 
features, namely: those relating to wages; those relating to labor 
and employment ; and those relating to trade practices and indus- 
trial self-government. We are not concerned in this article with the 
first two. Prominent in the third category, of trade practice stipu- 
lations, are provisions intended to prevent the evil of cutthroat 
competition. Predatory price cutting in times of stress becomes 
a cumulatively disorganizing influence. Consequently we find in 
more than three-quarters of the codes which have been approved, 
that trade practice regulations include cost accounting, provisions 
against selling below cost, and provisions for price publication. 
All these provisions are intended in one way or another to serve 
as a check upon unwarranted price depressions. The provisions 
against selling below cost, in particular, are worded to the effect 
that it is an unfair method of competition, and therefore debarred, 
to sell products at prices below their cost. The nature and terms 
of these provisions vary widely between codes, presenting new 
problems and new aspects to old problems. An analysis and classi- 
fication of them is necessary in order to get a clear idea what they 
are all about, how they are intended to work, and how much they 
may be expected to accomplish. 

When analyzing the codes that have been approved by the Presi- 
dent, which number 159 as of December 19, in order to classify 
the various clauses prohibiting selling below cost, it is clearer for 
the purpose first to eliminate certain codes in which peculiar fea- 
tures are found, features which would not apply to industrial codes 
generally, and which, therefore, it would be confusing to include, 
namely: Theatrical, dramatic and musical; Lumber and Timber 
Products, Transit, Bituminous Coal, Bankers, Motor Vehicle Re- 
tailing Trade, Mutual Savings Banks, Retail Trade, Motor Bus, 
Stock Exchange Firms, Cleaning and Dyeing Trade, Air Trans- 
port, Hotel, Retail Food and Grocery Trade, Wholesale Food and 
Grocery Trade, Machine Tool and Equipment Distributing Trade, 
Motion Picture, Retail Jewelry Trade, Investment Bankers, Radio 
Broadcasting, Motor Vehicle Storage and Parking Trade. 

Leaving out of present consideration the codes for these arts, 
trades, services and professions, the price-cutting prevention 
clauses in the remaining approved codes may be classified as 
follows (Fig. 1) : 
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Fic. 1. ANALYSIS OF PRICE-CUTTING PREVENTION CLAUSES 


IN APPROVED CODES°® 


Summary 
Total number of codes analyzed............... 
Number omitted relating to trades, services, arts, 


Remainder relating principally to industry...... 


(1) Uniform accounting: 
(b) “Recommendations for” ............ 


(2) Cost definitions in codes: 
(a) More or less expressly defined...... 
(b) As determined under uniform, stand- 
ard and approved method of ac- 
(c) In a manner 


(3) Provisions against selling below cost: 
(a) Provision except to meet competition. 17 17 
(b) Provision except to dispose of obso- 
lete merchandise, drops, seconds, 
jobs or to liquidate inventories, etc.. 15 13 
(c) Provision except both to meet compe- 
tition and to dispose of obsolete 
9 9 
(d) Provision otherwise specifically quali- 
12 
(e) Provision unqualifiedly forbidding 


fs) 
h) Lowest representative cost.......... 
(j) Representative cost by statistical 

(k) Formula to be determined by Code 

(1) No provision 
(m) Special provision 


(4) Price-filing provisions: 
Number of codes containing a provision 
for filing prices with a central agency. . 
otes : 


*7 codes were not available at the time of making this analysis. 


° As of December 19, 1933. 
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Broadly grouped, the various provisions are of three kinds, 
namely, (1) for uniform accounting, (2) against selling below 
cost, and (3) for the filing of selling prices. Some codes contain 
all three, others only the first two. An index to the precise com- 
bination in any particular code, as well as to the codes included in 
each bracket in Fig. 1, is given in Chart I (Appendix). 

It is interesting to consider each of these types of provisions. 


Uniform Accounting 


The adoption of some method of uniform accounting for the in- 
dustry is definitely indicated in most of the codes. In instances 
the wording is that the administrative committee or “code au- 
thority” established for the industry may “recommend” to the Ad- 
ministrator the adoption of uniform accounting among other 
things. In the minority of the codes such a development is not 
indicated. 

The words “uniform accounting” are a little misleading, in that 
they imply a single method of accounting which must be followed 
rigidly by all companies in an industry. Obviously this is imprac- 
ticable as a general rule, because some companies already have 
well developed and adequate accounting systems, and because some 
companies operating in two or three or more industries conceiv- 
ably could not or would not adopt two or three or more account- 
ing systems. The words “standard accounting” would be better to 
express what really is meant, which is (1) a definition of account- 
ing terms, in order that all companies may include the same ele- 
ments in various stages of cost, and (2) a model or standard, in 
order to provide a gauge of the minimum requirements for an ade- 
quate procedure. A standard accounting plan in this sense is prac- 
ticable, providing on the one hand for a common classification and 
a reasonably high standard of technique, whilst providing on the 
other hand the freedom as to form and method which is necessary 
to meet individual requirements and preferences. 

The trend which is indicated toward a more general adoption of 
standard accounting plans is an eminently desirable one, which can 
only result in benefit to industry on the whole, as well as in the in- 
dividual cases in which conformity in any degree means an im- 
provement in cost accounting procedure. The National Industrial 
Recovery Act thus will stimulate progress in cost accounting in 


626 


January 15, 1934 N. A. C. A. Bulletin 


the same way that the Internal Revenue Act stimulated a wider 
adoption of good general accounting methods. 


Cost Definitions in Codes 


Undoubtedly the origin of the clauses in industrial codes de- 
signed to prevent selling products below cost is to be found in the 
idea that they may be a safer expedient for price control than 
price fixing. Outright price fixing for manufacturing industries 
(other than those connected with basic resources such as lumber, 
coal, limestone, etc., which are of the nature of public utilities and 
therefore are more readily susceptible to public regulation) entails 
risks and difficulties. Not the least of these, from the standpoint 
of business, is the consideration that if price fixing were to be 
permitted it would be necessary to extend government control com- 
mensurately in order to safeguard the interests of all concerned— 
the manufacturer, the distributor, labor and the consumer—in ap- 
propriate degree. The Consumers’ Advisory Board has stated: 


“wherever it is proposed to increase private power to control 
prices, the Board insists that the grant of power be accom- 
panied by a grant of public control competent to cope with 
this greater power.” 


This might lead to undesirable bureaucracy and to government 
control over industry upon a scale greater than is contemplated in 
the Recovery Act and greater than either is necessary or would 
be beneficial. It is not the intention in the National Industrial Re- 
covery Act that government should take over the control of in- 
dustry. On the contrary, it is plainly manifest in the wording of 
the law that what is intended is industrial self-government, under- 
taken voluntarily by industry. Nothing of vital consequence in the 
activities of N.R.A. indicates any other idea. Indeed industries 
are encouraged to take over and manage their own affairs. Trade 
association executives are encouraged to train themselves for their 
new responsibilities. Quite naturally, in the pressure of energetic 
efforts, strong statements have been made. Urgent representations 
have the appearance of dictatorial attitudes. Minor staff assistants 
have been arbitrary. Bad judgment and mistakes have occurred. 
But these are not policies ; these are incidents collateral to the main 
job of trying to organize American industry to manage itself with 
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an intelligent regard to the rights and interests of all groups and 
all classes, which is a fundamental change. In this change, it is ab- 
solutely essential for government to take the lead in bringing 
about the initial realignments. No single industrial group could 
do it. No congregation of industrial groups ever could get any- 
where, if left to themselves. 

But this is a digression. To return to the point, if price fixing 
is not advisable as the means of preventing unwarranted price- 
cutting, some other expedient must be sought. To prevent prices 
from being cut, it is necessary to have some instrument by which 
to gauge the point at which price cutting begins. Ostensibly this 
instrument is cost accounting and this point is cost. Consequently, 
we have clauses against selling below cost in the majority of ap- 
proved industrial codes. 

Very few codes, however, undertake to define cost. This is con- 
ceivably due to the intrinsic difficulty of phrasing a definition of 
cost that would be generally applicable, even in one industry. It 
is a matter to be dealt with by interpretation and administration 
rather than by specification and prescription.* In 63 codes, costs 
are defined “as determined” under a uniform, standard or ap- 
proved method of accounting. In 53 other codes, there is no at- 
tempt at definition whatever. In 11 codes of those analyzed, how- 
ever, costs are more or less expressly defined, and it is worth- 
while to examine these definitions. 

In certain codes containing provisions against selling below 
cost, and in which cost is defined, the definition clearly indicates 
that “cost” is intended to be the total cost of-the product sold and 
delivered to the purchaser. This definition is especially noticeable 
in earlier codes, approved prior to November 1. Examples of such 
wording are: 

Builders’ Supplies Trade 

“No member of the industry shall sell any material below cost. 
Cost shall be interpreted as the actual cost of merchandise, plus 
every element of expense involved in completing the sale and de- 
livery of merchandise to the customer. 

“No employer shall sell builders’ supplies, as herein defined, be- 
low cost. For the purpose of this paragraph, cost is defined to in- 


*See: “Essential Elements of Cost for Uniform Accounting Under the 
N. R. A.,” Bulletin I, December 15, 1933. 
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clude the actual cost of merchandise to the seller plus actual over- 
head. Overhead shall include actual disbursed expense involved in 
selling and delivering merchandise. . . .” 

Electric Storage and Wet Primary Battery 

Selling Below Cost . . . “The cost of the product . . . shall be 
considered to be the prime cost of material and direct labor ; plus 
factory burden including taxes, depreciation, and ordinary obso- 
lescence; plus selling, advertising, administrative, warehousing, 
transportation, collection and all other costs and expenses.” . . . 

Retail Lumber, Lumber Products, 
Building Materials and Building Specialties 

“No person shall sell lumber, lumber products, building materials 
or building specialties, as herein defined, below cost. For the pur- 
pose of this paragraph, cost is defined to include the actual cost 
of merchandise to the seller plus actual overhead. Overhead shall 
include actual disbursed expense involved in selling and delivering 
merchandise” . . . 

Ice 

“Cost is defined to include raw materials, transportation thereof, 
manufacturing, harvesting, storage, shrinkage, delivery, deprecia- 
tion, merchandising, administrative expense, insurance and 
tomes.” 

Road Machinery Manufacturing 

“It shall be an unfair method of competition to sell below cost. 
Cost shall include labor, materials, all reasonable overheads and 
reasonable selling, collection, distribution, and delivery ex- 
penses.” ... 

Other codes, and especially those latterly approved, contain defi- 
nitions of “cost” so worded as to include only certain elements 
which aggregate less than cost, as cost is generally understood 
under accepted cost accounting practice. Examples of these are: 

Asphalt Shingle and Roofing 

“It shall constitute a violation of this Code for any member of 
the Industry to sell any product at a net price which shall be below 
the said member’s ‘direct cost.’ Such ‘direct cost’ shall include the 
sum of the following items chargeable to the operation of such 
member’s business in conformity with sound accounting practice, 
during the preceding calendar month: 
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(a) Direct raw material cost (inclusive of transportation and 
shrinkage), plus 

(b) Direct labor cost, plus 

(c) Manufacturing burden (inclusive of power and steam, 
factory overhead, maintenance expense, technical control, factory 
warehouse, and factory shipping charges), plus 

(d) Fifteen (15) per cent of the “Total Manufactured Cost’ 
(i.e., the sum of the items ‘A’ plus ‘B’ plus ‘C’) . . .” 

Liquefied Gas 

“No ‘marketer’ engaged directly or indirectly in the liquefied gas 
industry shall sell any liquefied gas below his prime cost. . . . 
Prime cost as used herein is understood to mean invoice figure plus 
transportation charges from source to storage.” 

Crushed Stone, Sand, Gravel and Slag 

“No producer selling within a district described in paragraph 
(c) of this section shall sell any product at less than his prime 
plant cost thereof, plus ten (10) per cent... .” 

Vitrified Clay Sewer Pipe 

“The following practices . . . are prohibited: 

16. Selling below allowable cost, as hereinafter provided, un- 
less such selling below allowable cost is approved in writing by the 
proper Regional or District Committee in advance of such sale. 

1. Allowable cost in each respective Region or District shall 
include the following elements: Direct labor ; Materials, at cost ; 
Proportionate share of indirect expenses and fixed charges; In- 
direct expenses are to include depreciation and/or depletion, com- 
puted according to maximum rates allowed fo the respective mem- 
bers of the Industry by Federal Income Tax Procedure, but to ex- 
clude the following items: Any reserves other than for deprecia- 
tion and/or depletion; Interest paid ; Executive salaries in excess 
of $10,000 per annum for each executive ; Salesmen’s salaries and 
expenses ; Commissions ; Advertising; Other selling expenses.” 

Plainly in such definitions as these it is the intent that the 
point at which price cutting begins shall be set somewhere below, in 
some cases considerably below, total cost. (Further reference 
to this peculiarity will be made.) And in one code there is 
a hint of impeachment of high salaries, the purpose of which, at 
least in such an instrument, is not immediately apparent. 
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Sometimes it is not clear from the wording of the clause just 
what is the intent. For instance: 

Ship Building and Ship Repair 

“To sell any product(s) or service(s) below the reasonable 
cost of such product(s) or service(s). 

“For this purpose, cost is defined as the cost of direct labor 
plus the cost of materials plus an adequate amount of overhead, 
including an amount for the use of any plant facilities employed 
as determined by cost accounting methods recognized in the in- 
dustry (and approved by the Committee constituted for the en- 
forcement of this Code) . . .” 


Cement 


“It shall be an unfair method of competition for any member 
of the industry to sell or offer to sell cement at less than his ex- 
penses of manufacture, provided, however, that any member of 
the industry may sell or offer to sell cement at below his own 
expenses to meet the competition of any other member of the 
industry whose price is not less than the expenses of manufac- 
turing of such other member. 

“Manufacturing expenses as used herein, shall include all direct 
labor and material (which do not greatly vary per unit of pro- 
duction with volume of output), at cost or market whichever 
is lower, plus a proportionate share of all indirect expenses, 
inclusive of maximum depreciation and/or depletion allowances 
computed according to Federal Income Tax procedure, but ex- 
clusive of any capital reserves, for purposes other than deprecia- 
tion and/or depletion, and exclusive of interest paid and de- 
velopment expenses. Provided, that the distribution of such 
indirect expenses per unit of product produced shall be on the 
basis of an average rate of utilization of plant facilities by efficient 
producers... .” 

In both instances it is not clearly expressed to what extent 
the overhead expenses, beyond those usually allotted to manufac- 
turing operations, are intended to be comprised in “cost.” 

With two exceptions, material is specified at actual cost to the 
seller in the definitions which have been cited. The exceptions 
are the code for the ice industry, which merely indicates that 
material is to be “included,” and the code for the cement industry, 
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which states that material is to be included at the lower of cost or 
market. The latter is the only instance of the kind in the codes 
under review, and is notable because the principle is inconsistent 
with general business practice in many industries, namely to 
compute materials at market ; at any rate for the purpose of basing 
selling prices. Competition in a declining market ordinarily 
forces the manufacturer to follow the trend, notwithstanding that 
the material actually used was purchased at a higher cost. Judi- 
cious buying in a rising market may enable the manufacturer 
to offset such losses, but if the application to material of the 
principle of cost or market whichever is lower tends to lower 
selling prices, the manufacturer is deprived of the profit which 
results from his foresight. Thus the manufacturer takes the loss 
in the one case and passes along the benefit to the buyer in the 
other. 

The more usual procedure is to compute materials at replace- 
ment cost, and this basis is specified in some of the codes, namely, 


Motion Picture Laboratory 


“No laboratory shall sell its products or services below the 
cost of such products or services. For this purpose cost is de- 
fined as the cost of direct labor plus the cost of materials plus an 
adequate amount of overhead, including an amount for the use 
of any plant facilities employed, as determined by cost accounting 
methods recognized in the industry and approved by the Recovery 
Committee. In computing cost of materials the cost of raw stock 
shall not be lower than the standard market price at which raw 
stock is currently being offered to laboratories.” 

Textile Bag 

“After such time as the Control Committee, subject to the ap- 
proval of the Administrator, shall determine those items that shall 
be used in determining costs, it shall be an unfair method of com- 
petition for a manufacturer to sell his product at less than his 
cost of production, which shall include the items specified by 
the Control Committee. 

“The cost of raw material, namely, cotton cloth and burlap, 
shall be computed on the basis of the replacement cost. In case 
of burlap, spot, afloat or future shipment as the case may be for 
the shipment period from the bag factory of bags sold, prevailing 
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as of the date of sale. Replacement cost may be transmitted by 
the Secretary of the Association to its members and non-members, 
by telegraph or mail, as changes occur.” 

Electric Storage and Wet Primary Battery 

“ ‘Prime Cost’ of material shall be understood to be the fair re- 
placement cost of same.” 

Paint, Varnish and Lacquer Manufacturing 

“The cost of all other products shall include the following: 

“The seller’s total market replacement cost of raw materials 
(based on cost furnished monthly, or oftener if necessary, by 
authority of the Paint Industry Recovery Board through Associa- 
tion Headquarters, subject to approval by the Administrator) ; 
and if any raw materials are used (such as varnishes, japans, 
driers, etc., purchased in finished form by the seller) for which 
costs are not furnished monthly or oftener, as herein provided, 
the cost used for such item or items shall be the seller’s total 
current delivered replacement cost.” 

The specification in the code of the Paint, Varnish and Lacquer 
Manufacturing Industry is especially interesting. 

In the early stages of submitting codes in Washington, some 
clauses were proposed containing specific formulas for computing 
cost, such, for example, as material plus labor plus a percentage ; 
or material plus a percentage. Such formulas evidently were 
rejected, inasmuch as they do not appear in approved codes, and 
presumably, in part at least, on the reasoning that the stipulation 
of any important element of cost would tend toward ironing out 
cost differences and therefore would tend toward price fixing. 
However, impelled no doubt by the difficulty of applying such 
indirect expenses as selling and general administrative expenses 
in cost, some of the later approved codes contain features closely 
akin to stipulation. For example, the Asphalt Shingle and Roof- 
ing code, previously cited, refers to cost as material, labor, and 
manufacturing burden plus 15%. Others are: 

Crushed Stone, Sand, Gravel and Slag 

“Prime plant cost thereof, plus ten (10) per cent.” 

Paint, Varnish and Lacquer Manufacturing 

“There shall also be included in the cost a proportion of the 

general and administrative expenses, such proportion to be de- 
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termined and to be recommended by the Paint Industry Recovery 
Board to the Administrator for approval.” 

An interesting problem in cost accounting, and one about which 
there has been much discussion among accountants, is: what con- 
stitutes normal capacity in manufacturing operations? If the 
indirect operating costs, usually referred to by the terms “manu- 
facturing overhead” or “burden,” were included in costs actually, 
confusing cost variations would be introduced because of the 
fluctuation in manufacturing volume from month to month, and 
from one season of the year to another. Consequently the ex- 
pedient is wisely adopted to equalize manufacturing overhead 
on the basis of a normal level or average of operations (usually 
a year) and to absorb in costs each month only so much of the 
actual overhead expenses as may be considered applicable to the 
current volume of production. In theory at least, the monthly 
over-absorptions should offset the under-absorptions. 

In practice, however, the problem has a great variety of puzzling 
aspects, which make it quite difficult to decide what shall be the 
level of normal operating capacity in any particular case. These 
aspects naturally are greatly multiplied in any attempt to define 
costs for an industry. We find few references to this problem 
in approved codes. For this reason two cases in which specific 
references are made are interesting: 

Paint, Varnish and Lacquer Manufacturing 

“Cost of Processing. To include all direct costs (such as power 
and labor), depreciation figured in accordance with provisions 
of the Federal Income Tax laws, plus a proper proportion of all 
indirect factory expenses (excepting interest on investment), in 
accordance with the share each product should bear, provided 
that the distribution of indirect factory expense per unit of pro- 
duction shall be on the basis of the average rate of utilization 
of plant facilities of profit making producers during the years 
1928 to 1932 inclusive, and provided that such average rate shall 
not include any plants not in operation.” 


Cement 


“Unless, and/or until some other formula is submitted to, and 
approved by the Administrator, the average rate of utilization of 
plant facilities shall be determined as follows, to wit: 
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“Each member of the Industry shall send to an impartial agency 
appointed by The Institute, a consolidated income tax return 
for that portion (or all) of his operations, devoted to the manu- 
facture of Portland Cement for each of the years 1927-1932, or 
such other period as, upon presentation of official data, may be 
determined to be fair and as will better effectuate the purpose 
hereof and be approved by the Administrator, together with a 
record of physical production, productive capacity, and sales in 
each of these years. 

“From these reports will be calculated the average rate of utiliza- 
tion of productive capacity by the one-third (1/3) portion of 
the industry which reported the lowest average per unit cost of 
production for such period. 

“This percentage of productive capacity (rather than full capa- 
city) shall become standard for the distribution of indirect ex- 
penses and fixed charges for the purpose of determining the per 
unit manufacturing expenses, by every member of the industry.” 

Aside from the difference in the periods specified, namely five 
years in one case, and six years in the other, notable features in 
these clauses are (1) that evidently in both cases profit making 
producers only shall be considered (if the words “efficient pro- 
ducers” may be so interpreted in the latter) and (2) that in one 
case, the level of capacity, or rate of utilization of plant facilities, 
is to be the average of the whole industry, whereas in the other 
case it is to be the average only of the one-third lowest cost 
producers. 

Cost is not defined expressly in the code for the electrical 
manufacturing industry, but an excellent definition of cost has 
been prepared and published by the National Electrical Manu- 
facturers Association (NEMA), in which there is a clear and 
explicit description of the manner in which normal capacity is to 
be determined, on the basis of capacity to make and sell, and in 
which the setting of normal burden rates, presumably individually 
for each company or plant, is described. Space will not permit 
citation of this description, and reference to this published defini- 
tion therefore must suffice. 

It is apparent from the foregoing brief analysis of the various 
definitions of cost which appear in approved codes that there is 
a tremendous confusion of opinion as to just what nature of 
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clause will best serve the purpose. Obviously, and consciously, 
we are undertaking an experiment, and it remains for experience 
to indicate how such clauses may be clarified, simplified and 
improved. 

Similar confusion and variety are to be found in the provisions 
against selling below cost. 


Provisions Against Selling Below Cost 

Ninety-nine of the approved codes contain some kind of a 
clause forbidding sales below cost. Only 32 codes contain no 
such provision. 

Of the 99 codes containing selling-below-cost clauses, 88 
refer to the individual cost of each producer. In other 
words, the clauses are to the effect that it shall be unfair 
competition to sell products in any case below the cost of the 
individual manufacturer. While cost accountants have long ad- 
vocated and naturally favored a cost base for the setting of mini- 
mum selling prices, the full import of the possible interpreta- 
tions of such a restriction deserves careful thought. A clause 
forbidding sales below individual cost means that a manufacturer 
cannot quote for business if the prevailing price is below his 
own cost, unless there is some basis of quality, service, effective- 
ness, etc., which will demand a premium in price. He must first 
reduce his cost, perhaps by abrogating salaries above $10,000 or 
otherwise; let us say, by discontinuing advertising, or research 
and development, or by asking the president of the company to 
resign, or in some other way avoiding a violation of the code, 
such as going out of business. An unqualified clause, literally 
carried out, would mean that those companies in an industry 
which can quote the lowest prices, justifiably on the basis of the 
lowest costs, will have the field to themselves. The rest must 
either first reduce their costs or stop bidding for business. This 
hardly seems practicable. A much better plan would be to find 
a means of setting a limit upon price-cutting and of persuading 
high-cost producers to become more efficient by permitting them 
to incur losses. 

The truth of this apparently has been recognized, because we 
find in 17 codes that the provision is modified so as to pro- 
hibit selling below cost except to meet competition. In 13 
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additional codes, the provision is against selling below cost ex- 
cept to dispose of obsolete merchandise, drops, seconds, jobs, 
etc., or to liquidate inventories. In this respect recognition is 
given to the fact that in any business there occur times when it 
is good policy to dispose of stock on hand at a loss. 

In nine more codes, both of these business requirements have 
been given consideration, and the provision against selling below 
cost excepts the exigencies both of meeting competition and of 
disposing of obsolete merchandise, etc. 

Perhaps it is an indication that even these qualifications do 
not go far enough, to find in twelve codes the prohibition of 
selling below cost otherwise specially qualified or limited. It 
will be worth while to consider some examples of these. 

Following the precedent set by the code for the Cotton Textile 
industry, we find in some codes a provision that the prevention 
of destructive price cutting, as a phase of insidious trade practices, 
is to be brought about by considered plans and regulations. For 
instance : 

Men’s Garter, Suspender and Belt Manufacturing 

“Powers and Duties of Code Authority: 

“(f) To make recommendations for fair trade practices, includ- 
ing provisions against selling below cost.” 


Road Machinery Manufacturing 

“(a) It shall be an unfair method of competition to sell below 
cost. Eve... . 

“(b) Any member of the Industry who wishes to sell a product 
at less than cost (either generally or in certain territory), (a) 
to introduce a product new to its line, or (b) so that its line 
shall be sufficiently varied to adequately compete with other mem- 
bers of the Industry, or (c) so that the line of its dealers shall 
be sufficiently complete to adequately compete with other dealers, 
may do so provided (1) that it may not sell any product for a 
less price or on more liberal terms than the price and terms, in 
the same territory of its competitor who sells for the lowest 
price which is not less than cost; (2) that such member of the 
industry first notifies the Coordinating Agency of the product 
and territory involved.” 
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Automotive Parts and Equipment Manufacturing 
“Each Product Group shall adopt, within such period as may 
be determined by the Code Authority, a definition of cost, methods 
of costing and accounting, and provisions for the administration 
and enforcement of the foregoing prohibition, subject to the ap- 
proval of the Administrator.” 


Handkerchief 


19. “No member of the industry shall sell merchandise in 
the regular course of trade below his cost as defined in Article 
VI, Section 4 (e). The Code Authority shall, upon request and 
subject to review by the Administrator, determine whether or not 
any given transaction was made in the regular course of trade.” 


Clearly, from this examination of the various provisions of 
selling-below-cost clauses, the problem is not such an easy one. It is 
not feasible to prevent legitimate business enterprises from quot- 
ing for business by legislation. It may be feasible to introduce 
a clause forbidding selling below cost, provided that reasonable 
latitude is permitted for the exercise of good business judg- 
ment. These clauses are mainly useful as statements of principle, 
of ethics, of fair practice. Beyond this, they are only an approach 
to the solution. The more one considers this question, the more 
one is impressed with the idea that it would be best to let prices 
entirely alone, and to let natural competitive forces fix the level 
of them, in one industry and between competitive industries. 
Such clauses are primarily a reiteration of principle, as sound be- 
fore as since the advent of codes, and their value as code pro- 
visions is limited to the extent that this principle will be ob- 
served or can be enforced. To be sure, these clauses have 
merit in that they will tend to reduce thoughtless and reckless 
price cutting. Downward price adjustments will be made more 
carefully and deliberately when it is known that one must be 
prepared to demonstrate that the decision and policy are justified. 
On this account, the provisions may have some value as a deter- 
rent upon offering lower prices, or attractive concessions and 
allowances, in the hope of obtaining a sufficiently greater volume 
of sales to bring operations on the whole to a profitable basis. 
But is such a deterrent desirable? Offering equivalent or greater 
value at a lower price is not chiseling. Chiseling consists in 
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making lower prices profitable by offering an inferior grade of 

material and workmanship, or by taking the difference out of 

labor in reduced wages and improper working conditions. Sell- 

ing-below-cost clauses will not restrain chiseling. That purpose 

is better served by other code provisions covering wages and 

hours and trade practice regulations against misrepresentation 
and for the establishment of standards. 

The automobile industry is the classic example of the soundness 
of the business policy of offering increasingly greater values at 
more and more attractive prices, thereby bringing about an ex- 
pansion in market which ensures the necessary volume. Less 

prominent, but equally pertinent examples can be found in other 
products, such as radios, oil burners, refrigerators, electrical power 
and electrical products. It is doubtful whether any kind of sell- 
ing-below-cost provision that may act as a deterrent upon economi- 
cally sound and legitimate price reductions would not do more 
harm than good. And, if chiseling can be restrained by other 
provisions, what object remains for having any selling-below-cost 
clauses at all? 

One object is this. With entire freedom from price control it 
is the privilege of the competent and the incompetent alike to 
strive for expansion on a price policy, and while it may be true 
that eventually those who fail will “fall down and go boom,” a 
course of time is required for this to happen, meanwhile to the 
disadvantage and hazard of the rest of the industrial community. 
The unsettling and costly effect of this phase of free competition 
might be mitigated through the instrumentality of some suitable 
provision of the character under discussion, by which unwarranted 
price reductions can be outlawed. This object in reality is all 
that intelligent business men want to see accomplished through 
these clauses. 

If this reasoning is logical, then it follows that what is sought 
is a procedure for establishing a fair and reasonable minimum 
selling price, based upon representative and efficient operating 
conditions, below which it would be unwarranted to sell in the 
absence of new developments or improved processes. In other 
words, what is wanted is a way of establishing the point below 
which sales are disturbing and unfair. Such a point obviously 
is a minimum selling price. Herein lies the reason for some of 


639 


Ras 
| 
| 

{ 
= 

| 
| 

| 


N. A. C. A. Bulletin January 15, 1934 


the confusion of understanding which exists about these selling- 
below-cost clauses. They are couched in the phraseology of 
“costs,” whilst endeavoring to express the basis for a limiting 
point or lowest selling price. This conflict is plainly apparent 
in the codes more recently approved, in which some of the defini- 
tions of cost which have been discussed obviously do not repre- 
sent cost. 

Naturally, representative costs must be taken as the basis for 
setting any such minimum selling price. But these cannot justly 
be at the level of the higher cost producers in an industry. A 
minimum selling price set at the level of the highest costs would 
be too high for the more efficient producers, as well as for the 
consumer. Likewise, an average cost, although not so high, might 
be too high, unless extremes were properly weighted by eliminat- 
ing high or extreme costs and including extremely low costs only 
where they represent a substantial part of the industry, which 
would result in an average that is reasonably low. The lowest 
representative cost in the industry, on the other hand, would 
not usually set a fair selling price level for the majority. Four 
codes refer to the lowest representative cost in the industry as 
the point below which sales shall not be made. Two will suffice 
for example: 


Floor and Wall Clay Tile Manufacturing 


“Upon approval by the Administrator of such a system of cost 
accounting for the Industry, complete advice concerning it shall 
be distributed by the Code Authority to all members of the In- 
dustry. Thereafter each member of the Industry shall file with 
the Code Authority his costs for each product of the Industry 
offered for sale by him. Thereafter no member of the Industry 
shall initiate a selling price below his own cost or sell the products 
of the industry at such price or upon such terms or conditions of 
sale as will result in the purchaser’s paying for such product 
less than the cost of that member of the Industry who has filed 
with the Code Authority the lowest cost; provided, however, that 
the Code Authority may approve, subject to review by the Ad- 
ministrator, the sale of surplus stocks below such costs where 
necessary to relieve financial emergencies. A detailed record of 
such surplus stocks shall be filed with him and checked by such 
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impartial agency as the Code Authority may designate at the 
time of application for such approval.” 
Fire Extinguishing Appliance Manufacturing 

“(e) The Code Authority shall proceed to establish a uniform 
system of cost accounting in conformity with accepted standards, 
for use by the members of the Industry. Upon approval by the 
Administrator, such system of cost accounting shall be used by 
each member of the Industry in determining his costs. Each 
member of the Industry shall report his individual costs, com- 
puted in accordance with said system, to a disinterested and im- 
partial agency designated by the Code Authority. Such agency 
shall determine the costs of that representative member of the 
Industry whose costs are lowest. Such representative costs shall 
be published to the Industry. No member of the Industry shall 
sell products of the Industry below such representative costs. 
Such representative costs shall be revised from time to time at 
reasonable intervals. The term ‘representative member of the 
Industry’ is defined as being one who manufactures within his 
own plant a representative line of the products of the Industry, 
who maintains research and development departments for im- 
provement in the art of fire extinguishment, and who through 
educational publicity and sales promotion broadens the market 
and develops business for all members of the Industry.” 

In two cases, the reference to cost in approved codes is to a 
representative cost obtained by the statistical mode method. Al- 
though it is not fully described, the statistical mode method pre- 
sumably would consist of collecting costs and placing them in 
order covering the range from low to high and selecting the rep- 
resentative cost somewhere about the point at which the greatest 
frequency occurs, that is, the greatest number of reported costs 
closely alike* Of course the costs used should be based on rep- 
resentative plans. For instance, to cite one: 

Builders’ Supplies Trade 

“(b) No member of the industry shall sell any material below 
cost. Cost shall be interpreted as the actual cost of merchandise, 

*“Accountants’ Handbook,” p. 1709, defines “mode” as follows: 

“When the number of frequencies corresponding to some particular size, 
or group, is outstanding in comparison with the remaining frequencies, it 
is called the mode, modal size, or modal group. It is simply the common- 
est, or most popular, type.” 
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plus every element of expense involved in completing the sale 
and delivery of merchandise to the customer. 

“In determining the cost involved in completing the sale and 
delivery of merchandise to the purchaser, commonly known as 
overhead, the statistical mode shall be applied.” 

It might be observed in this connection that any plan for 
establishing the level of cost below which sales shall not be made, 
which results in the limit being placed anywhere above the lowest 
representative cost, conceivably would have to be coupled with 
a qualification permitting sales below the limit in some cases. 
For instance, there might exist a small enterprise, the principal 
economic reason for existence of which is to produce efficiently 
in a limited quantity and to sell this production in a limited area 
below the general selling price level and make a profit. If the 
right to retain that advantage were deprived this small enterprise 
the result might be to eliminate it from competition, which is 
expressly prohibited in the Recovery Act. 

In two approved codes, the provision is, perhaps most sensibly, 
to the effect that the limit of cost below which sales shall not 
take place is to be based upon a formula to be determined by the 
Code Authority, with the approval of the Administration : 


Limestone 


“(a) The Code Authority shall determine with the approval 
of the Administrator a formula for arriving at the allowable cost 
for the various products of the industry, below which it shall 
be an unfair practice to sell.” ‘ 


Malleable Iron 


“Subject to the approval of the Administrator, the Board of 
Directors shall prescribe a cost-accounting system which conforms 
to the principles of and is at least as detailed and complete as 
the uniform and standard method of cost finding set forth in the 
Manual of Accounting issued by the Society, with such modifi- 
cations therein as may be promulgated from time to time by the 
Board. The Board of Directors shall in accordance with such 
cost-accounting system and with the approval of the Administra- 
tion determine periodically fair and reasonable costs of produc- 
tion in the Industry for different types of malleable iron castings.” 
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From the wording of these clauses, apparently it was recog- 
nized that the problems involved are not simple nor readily to 
be solved by a blanket provision drafted into a code in a rela- 
tively short time. It seems to have been appreciated that the 
wiser course would be to arrive at the solution and to devise an 
adequate plan only after careful consideration of all the factors 
involved. 


Conclusion 


More codes have been approved since this analysis was made, 
and probably other variations will be found in them. The study 
of the present number of approved codes is nevertheless inter- 
esting and heipful as a means of guidance, for by traversing what 
has been done thus far we may more clearly see what should be 
done next. Undoubtedly modifications will have to be made to 
adapt and improve upon provisions originally set down. As has 
been seen, the selling-below-cost clauses in the preponderant 
number of codes are unqualifiedly restricted to sales below in- 
dividual cost, which probably will need tolerances or other means 
of making the provisions practicable for adoption with relation 
to regular business requirements and sound business operations. 
An approach to such latitude appears in a lesser number of 
codes, those which refer to meeting competition, to liquidating 
slow-moving or defective stocks, and otherwise. 

After perusing these diverse clauses, one wonders whether it 
would not be far better to place the main reliance for preventing 
price cutting upon procedure for the orderly and regular filing 
of prices, leaving it to be the subject of fair and impartial in- 
vestigation should it develop that any price published appears 
ridiculously low and perhaps below cost. This is the nature of 
the provision in the steel code, in which the power is vested in 
the code authority to examine into costs in any case in which the 
circumstances warrant. 

If an additional clause prohibiting sales below cost is to be 
included in codes, then it should be along the lines of the few 
such provisions which have been discussed wherein the limit is 
set at or toward the lower end of the range of costs, or at the 
lowest cost based on representative plants or possibly best of all, 
at a representative cost to be determined by the industry with the 
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consent of the Administration with due regard for all just rights 
and needs. It would be desirable, however, not to rely solely 
upon such clauses for cost protection, but to include as well 
suitable price filing or publishing provisions. 

Space will not permit entering upon an analysis of the various 
price-publishing and price-filing provisions in these codes. Suffice 
it to say that in 66 codes in which such plans are men- 
tioned, their nature will fall broadly into the following classi- 
fication : 

6 empower the code authority to recommend the adoption 
of open price plans 
1 provides for filing prices confidentially with the secretary 
of the association 
27 specify that prices are to be disseminated by the code 
authority 
6 specify that prices are to be disseminated on application 
or open for inspection or otherwise made available 
2 specify that prices are to be disseminated by the individual 
members 
23 the procedure is not clearly indicated 
1 the procedure is to be decided later 

The period of time after which prices filed become effective 
ranges from immediately upon filing to twenty days after filing, 
although in the latter case, this time may be shortened by the 
code authority. Quite a number of the codes specify that prices 
are to be effective ten days after filing. 

We still have much to learn about these provisions, about what 
is desirable and what is undesirable in them, as we gain experience 
in their operation. They possess at any rate one virtue, with 
respect to our subject of preventing price cutting, in that they 
make it necessary for anyone to file public notice of an intention 
to change prices. 
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APPENDIX 


CHART SHOWING CLASSIFICATION OF ACCOUNTING 
PROVISIONS SUMMARIZED ON FIG. 1 


Industry 1 ; 
Ship Building and Ship eg 
Photographic Manufacturing ec d fl 
Rayon and Synthetic Yarn Producing................. c d fl 
a d bg 
Linoleum and Felt Base Manufacturing............... c fl 
4*Gasoline Pump a eg 
4***Underwear and Allied Products Manufacturing........ a bg 
Boot and Shoe Manufacturing................0seeeees c d eg 
Motor Vehicle Retailing Trade.................0.006. x 
a b ag 
4*Laundry and Dry Cleaning Machinery Manufacturing... a bg 
Textile Machinery * eg 


Key refers to the classification summarized in Fig. 1, page 625. 
4*—Open Price Plan. 
4**—Open Price Plan may be recommended by Code Authority 
4ee* — Prices to be filed with C. A., but to be held confidential. 
x—Codes omitted, see page 624. 
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Industry 


Luggage and Fancy Leather Goods.................+5. 
Electric Storage and Wet Primary Battery............ 
Retail Lumber, Lumber Products, Building Materials 


4*Ice 


Knitting, Braiding and Wire Covering Machine........ 


Handkerchief ..... 


Umbrella ......... 


4*Heat Exchange 
4*Compressed Air 
Retail Trade ..... 


4*Industrial Supplies and Distributors Trade............ 


4*Steel Tubular and Firebox Boiler..............eeee00. 
Advertising Specialty Manufacturing................. 
Packaging Machinery and 


Motor Bus ....... 


Millinery and Dress 
4*Road Machinery M 


Trimming Braid and Textile...... 


Paint, Varnish and Lacquer Manufacturing............ 
4*Canning and Packing 


4*Hair and Jute Felt 


Lace 


Novelty Curtains, Draperies, Bedspreads and Novelty 


PHIOWS 


4*Rock Crusher 
Fabricated Metal Products Manufacturing............ 
4*Copper and Brass Mill Products...........0..-.ee000: 


Soap and Glycerine 


4*American Petroleum 


Office Equipment 


4*Toy and Playthings 


Washing and Ironing Machine Manufacturing.......... 
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Industry 
Men’s Garter, Suspender and Belt Manufacturing....... a d dm 
Buffing and Polishing Composition.................... a b eg 
4*Business Furniture, Storage Equipment and Filing 
a b eg 
4*Fioor and Wall Clay Tile Manufacturing............. a b bh 
c d fl 
Leather and Woolen Knit Glove..............ceeeeee. a b bg 
4*Fire Extinguishing Appliance Manufacturing........... a b eh 
| 4*Asphalt Shingle and Roofing.........sccccccccccccces b a ag 
Automotive Parts and Equipment Manufacturing...... a b dm 
4*Motor Fire Apparatus Manufacturing................. a b eg 
4*Machine Tool and Forging Machinery................. a b be 
4*Funeral Vehicle and Ambulance Subdivision of Auto 
a b eg 
4**Crushed Stone, Sand, Gravel and Slag................ aoa eg 
Retail Food and Grocery Trade........... x 
Wholesale Food and Grocery Trade................... x 
Special Tool, Die and Machine Shop.................. a b eg 
b d fl 
4*Chinaware and Porcelain Manufacturers............... a b cg 
4*Gas Appliances and Apparatus.........ccccccscecccces a b cg 
Machine Tool and Equipment Distributing Trade...... x 
Waterproofing, Dampproofing, Caulking Compounds and 
Concrete Floor Treatments Manufacturing.......... a a eg 
4*Warm Air Furnace a ag 
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Industry 


Upholstery and Drapery Textile 


4*Precious Jewelry Producing.... 


4*Pipe Nipple Manufacturing.... 
Retail Jewelry Trade.......... 
Anti-Friction Bearing ......... 
Investment Bankers ........... 
Radio Broadcasting ........... 


4*Reinforcing Materials Fabricating.................... 


4*Structural Clay Products....... 


Motor Vehicle Storage and Parking Trade............ 
4*Excelsior and Excelsior 


Furiture Manufacturing ....... 


Paper Making Machine Builders 
4*Machined Waste Manufacturing 
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